
COMMOmALTH OF KENTUCKY 

BEFORE THE PUBLIC SERVICE COMMISSION 

I n  t h e  Hatter of: 

ADJUSTMENT OF THE RATES OF PHELPS 

ALTERNATIVE RATE ADJUSTMENT 
PROCEDURE FOR SMALL UTILITIES 

GAS COMPANY, I N C .  PURSUANT TO THE 

O R D E R  

On February 21, 1986, Phelps Gas 
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f i l e d  an a p p l i c a t i o n  w i t h  t h e  Commission requesting authority t o  

i n c r e a s e  i ts gas rates. This a p p l i c a t i o n  was f i l e d  p u r s u a n t  t o  

807 KAR 5 : 0 7 6 ,  A l t e r n a t i v e  Rate A d j u s t m e n t  procedure for small 

u t i l i t i e s  ("ARF') .  P h e l p s  s t a t e d  t h a t  the requested i n c r e a s e  was 

n e c e s s a r y  because t h e  o p e r a t i n g  m a r g i n s  over t h e  pas t  years have 

shown a loss, c u s t o m e r  u s a g e  h a s  d e c l i n e d ,  and  the number of 

c u s t o m e r s  h a v e  d e c l i n e d .  The amount of i n c r e a s e d  r e v e n u e  

requested by Phelps was $22,473,  an increase of 19.02 percent over 

n o r m a l i z e d  o p e r a t i n g  r e v e n u e s  a s  d e t e r m i n e d  h e r e i n .  Based upon 

the d e t e r m i n a t i o n  h e r e i n  , Phelps' o p e r a t i n g  r e v e n u e  w i l l  i n c r e a s e  

by $11,453, an increase of 9.7 p e r c e n t .  

A hearing was n o t  r e q u e s t e d  i n  t h i s  matter, and i n  accordance 

w i t h  t h e  p r o v i s i o n s  of t h e  ARF, n o  h e a r i n g  was c o n d u c t e d .  The 

decision of the Commission is based upon i n f o r m a t i o n  c o n t a i n e d  i n  

the a p p l i c a t i o n  , written s u b m i s s i o n s ,  a n n u a l  reports, staff 

reports and o t h e r  documents on file i n  t h e  Commlaslon's o f f i c e s .  



COMMENTARY 

P h e l p s  operates as a 

213 r e s i d e n t i a l  c u s t o m e r s  

Kentucky . 
p u b l i c  u t i l i t y  p r o v i d i n g  gae s e r v i c e  to 

i n  t h e  town of Phe lps  i n  P i k e  Coun ty ,  

TEST PERIOD 

P h e l p s  p r o p o s e d  a n d  t he  Commission h a s  accepted t h e  12-month 

period e n d i n g  December 31, 1985 ,  as t h e  test period €or determin-  

i n g  t h e  r e a s o n a b l e n e s s  of t h e  p r o p o s e d  rates.  I n  u s i n g  t h e  

h i s t o r i c  tes t  period, t h e  Commission h a s  g i v e n  f u l l  c o n s i d e r a t i o n  

to  appropriate known and  measurable c h a n g e s .  

3 
I n  t h e  c o u r s e  of its i n v e s t i g a t i o n  i n  t h i s  case, t h e  

Commission s t a f f  p e r f o r m e d  a l i m i t e d  a u d i t  t o  v e r i f y  reported 

t e s t - y e a r  e x p e n s e s  and d e t e r m i n e d  what  a c c o u n t i n g  or classif  fca- 

t i o n  c h a n g e s  m i g h t  be appropriate.  The Commiss ion ' s  o b j e c t i v e  was 

to  s u b s t a n t i a l l y  r educe  t h e  need  for  w r i t t e n  da t a  requests, t h u s  

r e d u c i n g  the expense to Phelps. The s t a f f  a u d i t  report  o f  P h e l p s '  

f i n a n c i a l  o p e r a t i o n s  f o r  t h e  c a l e n d a r  year 1985  was f i l e d  as a 

par t  of t h e  record i n  t h i s  case o n  May 2 0 ,  1986. 

The Commission h e r e b y  adopts the f i n d i n g s  of t h a t  report to  

be used for r a t e -mak ing  purposes h e r e i n .  

On May 30, 1986, P h e l p s  f i l e d  comments r e g a r d i n g  t h e  a u d i t  

report, These comments were addressed by t h e  Commission staff in 

a n  a p p e n d i x  to t h e  C o m m i s s i o n ' s  O r d e r  dated June 24 ,  1986.  The 

comments filed by P h e l p s  raised no  s u b s t a n t i v e  i s s u e s  and  n e i t h e r  

t h o s e  comments n o r  t h e  staff's r e s p o n s e  a f f e c t e d  t h e  d e t e r m i n a -  

t i o n s  he re in. 
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The Commfssion h a s  made a d d i t i o n a l  a d j u s t m e n t s  t o  t h e  tes t  

year,  as  d e t e r m i n e d  i n  t h e  a u d i t  report ,  based upon t h e  f o l l o w i n g  

f i n d i n g s  of f a c t  to  reflect  mote norma l  a n d  c u r r e n t  o p e r a t i n g  

c o n d i t i o n s  I 

VALUATION 

N e t  I n v e s t m e n t  

P h e l p s  proposed a n e t  i n v e s t m e n t  ra te  base of $25,355.  The 

Commission has adopted Phelps' proposed n e t  i nves tmen t  rate base 

w i t h  t h e  f o l l o w i n g  m o d i f i c a t i o n s :  

Accumula ted  d e p r e c i a t i o n  has b e e n  r e d u c e d  by $705 to reflect  

the f i n d i n g  i n  t h e  a u d i t  report t h a t  t e s t - y e a r  d e p r e c i a t i o n  

e x p e n s e  was overstated by t h a t  amount.  

Working c a p i t a l  of 1/8 of o p e r a t i o n  and  m a i n t e n a n c e  e x p e n s e s ,  

e x c l u s i v e  of d e p r e c i a t i o n ,  taxes and  o t h e r  d e d u c t i o n s ,  has b e e n  

c a l c u l a t e d  based upon t h e  a d j u s t e d  pro forma o p e r a t i o n  and  m a i n t e -  

nance  e x p e n s e s  found  r e a s o n a b l e  h e r e i n .  

An a d j u s t m e n t  of $600 h a s  b e e n  made to i n c r e a s e  work ing  

c a p i t a l  t o  reflect the tes t  year end balance of prepayments. 

With  t h e s e  a d j u s t m e n t s ,  P h e l p s '  net i n v e s t m e n t  rate base for 

ra te -making  purposes is a s  follows: 

Gas U t i l i t y  Plant i n  S e r v i c e  $76,775 

A d d  : 
P r e p a y m e n t s  
Cash Working Cap i t a l  

6 0 0  
4 ,986  

L e s s  : 
Reserve for D e p r e c i a t i o n  57 ,831  

N e t  I n v e s t m e n t  Rate Base $24,530 
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I 

I n t e r e s t  on N o t e s  P a y a b l e  t o  Mike L i t t l e  

I n  i t s  a p p l i c a t i o n ,  P h e l p s  proposed a n  a d j u s t m e n t  of $ 4 , 5 1 0  

to  ref lect  i n t e r e s t  e x p e n s e  associated w i t h  a $41 ,000  n o t e  p a y a b l e  

to Mike L i t t l e . '  T h i s  n o t e  a p p a r e n t l y  c o n s o l i d a t e s  into a s i n g l e  

n o t e  s e v e r a l  notes d a t i n g  back to January 27, 1983. * Interest 

e x p e n s e s  r e l a t e d  to these notes payable have never b e e n  c h a r g e d  t o  

t h e  o p e r a t i o n s  of P h e l p s  i n  t h e  a n n u a l  reports f i l e d  w i t h  t h e  

Cornmission. 

P h e l p s  s t a t e s  t h a t  t h e  amoun t s  were borrowed to  pay o p e r a t i n g  

e x p e n s e s  and t o  h a v e  d o n e  a l eak  survey and l i n e  repairs .3  The 

lack of p l a n t  a d d i t i o n s  in r e c e n t  y e a r s  s u g g e s t s  t h a t  t h e  amoun t s  

were applied primarily for non-capital purposes. The Commission 

is of t h e  o p i n i o n  that i n t e r e s t  o n  d e b t  t o  p a y  past  o p e r a t i n g  

losses is n o t  a n  appropriate  expense f o r  r a t e -mak ing  purposes. 

The Commission h a s  t a k e n  t h e  p o s i t i o n  that i t  is the u t i l i t y ' s  

r e s p o n s i b i l i t y  t o  seek t i m e l y  rate relief when n e c e s s a r y  rather 

t h a n  to  f i n a n c e  losses t h r o u g h  i n c u r r e n c e  of d e b t  and  b u r d e n  t h e  

r a t e p a y e r s  w i t h  t h e  s u b s e q u e n t  d e b t - s e r v i c e .  To allow t h e  

r e c o v e r y  of d e b t  r e s u l t i n g  from past o p e r a t i n g  losses w o u l d  

c o n s t i t u t e  r e t r o a c t i v e  r a t e -mak ing .  

A s  j u s t i f i c a t i o n  for i n c l u s i o n  of t h i s  i n t e c e a t  expense 

P h e l p s  s ta tes  "There  is no  reason to n o t  p e r m k t  i n t e r e s t  on  n o t e s  

1 Application, p. 2.  

1985 Annual  R e p o r t ,  p. 2. 

Response  to Commission's I n f o r m a t i o n  R e q u e s t ,  I t e m  NO. 3. 
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for r a t e  p u r p o s e s .  I n t e r e s t  o n  d e b t  is a n  appropriate expense .a4  

To t h e  contrary,  the methodology p r o p o s e d  by P h e l p s  for d e t e r m i n a -  

t i o n  of rates,  r e t u r n  on ra te  base, e x c l u d e s  i n t e r e s t  e x p e n s e  as a 

ra t e -mak ing  i t e m  e x c e p t  as it may a f f e c t  Income taxes .  I n t e r e s t  

e x p e n s e  is a b e l o w - t h e - l i n e  i t e m .  The  Commission, i n  a c c o r d a n c e  

w i t h  t h e  r e t u r n  on rate-base methodology, finds that the i n t e r e s t  

o n  n o t e s  payable to  Mike L i t t l e ,  or  a n y  o t h e r  interest ,  u n l e s s  

j u s t i f i e d ,  s h a l l  n o t  be p e r m i t t e d  f o r  r a t e -mak ing  purposes. The 

$4,510 adjustment is t h e r e f o r e  disallowed. 

The Commission realizes that the s o u r c e 8  of capi ta l  for small 
u t i l i t i e s  are l i m i t e d ,  a n d  t h a t  Phe lps  Is f o r t u n a t e  to  h a v e  t h e  

a v a i l a b i l i t y  of o w n e r - f i n a n c i n g .  If r e a s o n a b l e  g r o u n d s  ace 

advanced  i n  f u t u r e  p r o c e e d i n g s ,  r e c o v e r y  of t h e  associated 

i n t e r e s t  may be a l l o w e d .  

Interest  o n  Past-Due B i l l i n g s  

As determined fn t h e  a u d i t  report, P h e l p s  m i s c l a s s i f i e d  

$3,663 in l a t e  c h a r g e s  o n  past  d u e  b i l l i n g s  f rom Columbia Gas as 

p u r c h a s e d  gas e x p e n s e .  The a u d i t  report r e c l a s s i f i e d  t h i s  amount 

to  Account No. 431 - O t h e r  I n t e r e s t  E x p e n s e .  The Commission h a s  

i n  many i n s t a n c e s  d i s a l l o w e d  f o r  r a t e - m a k i n g  p u r p o s e s  amoun t s  

r e l a t e d  t o  late-payment p e n a l t i e s  and a B  e x p l s l n e d  in the p r e c e d -  

ing section, u n d e r  t h e  me thodo logy  proposed by Phelps for computa- 

t i o n  Of its  r e v e n u e  requirement, r e t u r n  o n  rate-base, i n t e r e s t  

e x p e n s e  is classif ied as a n o n - o p e r a t i n g  e x p e n s e  i t e m  a n d ,  t h e r e -  

fore, a cost to be b o r n e  b y  t h e  s t o c k h o l d e r s  ra ther  t h a n  t h e  
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r a t e p a y e r s .  Only  u n d e r  e x t r a o r d i n a r y  c i r c u m s t a n c e s  would i n t e r e s t  

e x p e n s e  be c o n s i d e r e d  as a n  operating expense for rate-making 

p u r p o s e s .  

A t  t h e  Commiss ion ' s  request to  e x p l a i n  why i n t e r e s t  e x p e n s e  

o n  p a s t - d u e  b i l l i n g s  s h o u l d  be a l l o w e d  i n  t h i s  i n s t a n c e  P h e l p s  

r e s p o n d e d ,  "Interest is a l e g i t i m a t e  operating expense, t h e r e  is 

no r e a s o n  t o  e v e n  s u s p e c t  t h a t  it would n o t  be allowed for rate 

PU =poses . The Commission f i n d s  t h a t  t h i s  Is n o t  un  a d e q u a t e  

e x p l a n a t i o n  t o  permit d e v i a t i o n  from t h e  normal t r e a t m e n t  of t h i s  

e x p e n s e .  Therefore, t h i s  amount h a s  n o t  b e e n  u s e d  for the 

purposes of d e t e r m i n i n g  rates h e r e i n .  

Income T a x e s  

I n  i t s  a p p l i c a t i o n  P h e l p s  proposed a n  a d j u s t m e n t  of $360 for  

s ta te  a n d  federal income t a x  e x p e n s e .  However, t h e  record 

r e f l e c t s  t h a t  P h e l p e  is a Sub-chapter S c o r p o r a t i o n  and  P h e l p s ,  by 

its own admiss ion ,  s ta ted  t h a t  income t a x e s  s h o u l d  n o t  be a l lowed 

i n  t h i s  i n s t a n c e .  The  proposed $360 has, therefore, b e e n  

excluded for rate-making purposes herein. 
O t h e r  T a x e s  

I n c l u d e d  w i t h i n  P h e l p s '  1985 reported O t h e r  Taxes  expense was 

$3,510 r e l a t e d  to  t h e  3 percent u t i l i t y  t ax  collected from custo- 

mers and p a i d  over t o  t h e  P i k e  County s c h o o l  system. This collee- 

t i o n  by Phelps represents n e i t h e r  income n o r  e x p e n s e  and, am ouch ,  

5 - Ib id . ,  I t e m  No. 6 .  

I b i d . ,  I t e m  No. 2. - 
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h a s  n o t  b e e n  i n c l u d e d  i n  t h e  a d j u s t e d  o p e r a t i n g  s t a t e m e n t  

c o n t a i n e d  h e r e i n .  

The  Commission,  a f t e r  c o n s i d e r a t i o n  of all pro forma a d j u s t -  

m e n t s  a n d  applicable income tax e f f e c t s ,  has d e t e r m i n e d  P h e l p s '  

O p e r a t i n g  Revenues  
O p e r a t i n g  E x p e n s e s  
O p e r a t i n g  Income 
O t h e r  D e d u c t i o n s  
N e t  Income 

a d j u s t e d  o p e r a t i n g  r e s u l t s  to  be as follows: 

T e s t  Year T e s t  Year 
P e r  A u d i t  Ad j u s t m e n t s  A d j u s t e d  

$125,923 $ <7.796> $118,127 
137,386 
(11.463) 

<10,259> 
2.463 

127,127 
<9.000> _ . . _ _  

3,663 <3;663> -0-  
$<15,126> $ 6,126 $ <9,000> 

RATE OF RETURN 

P h e l p s  r e q u e s t e d  a rate of r e t u r n  o n  n e t  i n v e s t m e n t  rate base 

of 10 p e r c e n t .  In i ts  most r e c e n t  case,  P h e l p s  was allowed a 

r e t u r n  of 13 p e r c e n t .  The  r e q u e s t e d  r e t u r n  is c o n s i s t e n t  w i t h  t h e  

lowered r e t u r n s  allowed by t h e  Commission s i n c e  P h e l p s '  l a s t  case 

i n  1982 a n d  therefore, t h e  Commission is of t h e  o p i n i o n  t h a t  t h e  

r eques t ed  r e t u r n  of 1 0  percent  is a f a i r ,  j u s t  a n d  r e a s o n a b l e  rate 

of r e t u r n  o n  n e t  i n v e s t m e n t  rate base i n  t h a t  i t  w i l l  allow P h e l p s  

to pay i ts  o p e r a t i n g  e x p e n s e s ,  s e r v i c e  i ts  d e b t ,  a n d  provide a 

roaaonablc s u r p l u s  for equity growth. 

REVENUE REQUIREMENTS 

The Commission h a s  d e t e r m i n e d  t h a t  P h e l p s  n e e d s  a d U i t i o n a 1  

annual operating income of $11 ,453  to  p r o d u c e  a n  o v e r a l l  r e t u r n  o n  

n e t  i n v e s t m e n t  rate base of 10 p e r c e n t .  To a c h i e v e  t h i e  l e v e l  of 
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operating income, P h e l p s  is e n t i t l e d  to  increase Its a n n u a l  reve- 

n u e s  by $11,453 o v e r  n o r m a l i z e d  o p e r a t i n g  r e v e n u e s  as  d e t e r m i n e d  

h e r e  i n .  

The ra tes  and  c h a r g e s  i n  Appendix A are d e s i g n e d  t o  p r o d u c e  

gross o p e r a t i n g  r e v e n u e ,  b a s e d  upon t h e  a d j u s t e d  tes t  y e a r ,  of 

$129,580 

F I N D I N G S  AND ORDERS 

The Commission,  a f t e r  e x a m i n i n g  t h e  e v i d e n c e  of record a n d  

b e i n g  a d v i s e d ,  is of t h e  o p i n i o n  and  f i n d s  t h a t :  

1. P h e l p s '  p r o p o s e d  rates are n o t  f a i r ,  j u s t  and  reasonable 

and s h o u l d  be d e n i e d .  

2. The rates and  c h a r g e s  in Appendix A are t h e  f a f r ,  j u s t  

and  reasonable rates to be c h a r g e d  b y  P h e l p a .  

IT IS THEREFORE ORDERED t h a t :  

1. The rates i n  Appendix  A be and t h e y  h e r e b y  are a p p r o v e d  

for s e r v i c e  r e n d e r e d  b y  P h e l p s  o n  a n d  a f t e r  t h e  d a t e  o f  t h i s  

Order .  

2. The rates p r o p o s e d  by P h e l p s  be a n d  t h e y  h e r e b y  are 

d e n i e d .  

3. W i t h i n  30 d a y 6  from t h e  da t e  of t h i s  Orde r  Phe lps  s h a l l  

f i l e  w i t h  t h e  Commission i ts r e v i s e d  t a r i f f  s h e e t s  s e t t i n g  o u t  t h e  

rates a p p r o v e d  h e r e i n .  
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Done a t  Frankfort ,  Kentucky, t h i s  10th day of m y ,  1986. 

PUBLIC SERVICE COMMISSION 

ATTEST: 

Secre tar y 



I . 

APPENDIX 

APPENDIX To AN ORDER OF THE PUBLIC SERVICE 
COMMISSION IN CASE NO. 9515 DATED 7/10/86 

The following rates  are prescribed for the customers served 

by Phelps Gas Company, I n c .  All other rates and charges not 

specifically mentioned herein shall remain the same as those in 

effect under t h e  authority of 

effective date of this Order. 

RATES: Monthly 

First 1 Mcf 
Over 1 Hcf 

t h e  Commission prior to the 

$8.49 Minimum B i l l  
6.19 Per M c f  

The base rate for t h e  f u t u r e  application of t h e  purchased 
gas adjustment clause of Phelps Gas Company, f n c . ,  shall be: 

Commod i ty 

Columbia Gas of Kentucky, Inc. $ 4 . 4 0 4  per Mcf 


